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IV. THE COMMISSION SHOULD REJECT APS’ PROPOSED PENSION EXPENSE 
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er projections. Id. at 82. Thus, nearly a t 
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APS witness Brandt asserts that APS’ pension trust did no 
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suggested by Staff and is comp tely irrelevant to the resolution of 

itness Dittmer stated that APS’ trust 

ledged that this decline is not surprisin 

stock market during this timeframe. Id. basis of Staffs 
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impossible in the future to know what A P S  might have con 

approval of its request for a 

contributions have differed significant1 from the actuary’s calculations of net periodic pension costs, 

and APS’ contributions were always less than the m um contribution allowed by the IRS. Id, at 

erated recovery. Id. at 87. 

, 87. Since AP 



16 

17 

18 

19 

20 

21 

22 

23 

24 

to total payroll costs incu 

ratemaking purposes, only pension expense assoc 

ear cost of service. Id. 
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designed to recover a point-in 
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ization period) an amount that 
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APS’ proposal will do 
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day expenses incurred in providing service as compared to the timing of the utility’s collection of 

revenues for those services. ( 

expenditures precedes its ca 

working capital. Id. at 33, 35, 36. By co 

company’s cash disbursements for expenses, ratepayers are providing the cash working capit 

In other words, if the timing of a compan 

ery for those expenditures, investors are providing 

st, if ratepayers’ payments for utility service prece 

Cash working capital is typical y included in a utility’s rate base in order to recog 

timing issues related to cash flow. Id. at 34. Cash working capital can be either a positive or a 

negative value, and a negative result should not be rising or troublesome. Id. at 32, 33, 34. In 

fact, both Staff and APS have proposed negative allowances for cash working capital in this case. 



the calculation of current cash working capital requirements. We have also 
finally concluded that interest expense should be included in a leadlag study, and 

essly approved ative cash working capital. 

cision No. 5593 1 at 66. Curious1 izes this precedent in its January 3 1 , 2006 r 
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My testimony presents the calculation of the allowance for working capital, which 
includes a cash working capital component determined using the lea study 
methodology required by Decision No. 55931. 

(Rockenberger Direct Test., Ex. APS-56 at 27 (emphasis added); see also Dittmer Di 

Despite this assertion, it is undisputed that APS’ proposed lead lag study does not co 



e used for investment in 

ess Dittmer explained in his direct testimony, 

widely accepted view of cash working capital as the amount of invested capital 
required to bridge the gap between thepayment of cash expenses and the collection of 
related revenues. When there is no expense payment, no cash working capital is 
required. Depreciation and deferred income tax expenses do not require current 
period cash payments. Since investors are not required to provide cash advances for 
these expense items prior to the collection of revenues, it would be improper to 
include such items in a study of cash working capital requirements. 
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24. When calculating its pr rma rate base adjustmen 

ected end-of-2006 deferral balance From that starting point, APS inc 

ctual balance of recorded deferred bark beetle costs in subtracted the Nove 

correctly subtracting the September 30, 2005 historic test year ending balance. Id. In addition, A P S  

failed to recognize related 

base adjustment. Id. 

lated deferred income taxes as a reduction to its pro forma 

In summary, Staffs rate base adjustments on Schedule B-2 eliminate retroactiv rrals 

related to expenditures incurred prior to April 1 , 2005; reflect related accumulated deferred income 

taxes; and correct for the problem of subtracting the incorrect balance of deferred bark beetle costs. 
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Staffs adjustment on Schedule C-5, which APS accepts, 

and trading operation and maintenanc expense other 

Schedule C-4 shows a separate but related adjustment to eliminate marketing and trading off-syste 

sales and revenues and related purchased power expense. Id. Thus, the net marketing and tra 

loss of $8,273,000 shown on Schedule C-4 plus the removal of non-purchased power operation and 

maintenance expenses shown on Schedule C-5 sum to the total before-tax 1 of $15 million. Id. 
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ng Silverhawk during the test . Id. at 94. A P S  then eliminated 

PWEC’s test year operation aint enance expense. 

ture all test year costs attributable to Silverhawk. Id. 

additional costs. Id. 

specifically to leg 

intended to capture and remove the 

shared services Law Department incurred $1,394,011 of costs related to PWEC. Id. at 9 

PWEC O&M adjust , A P S  estimated that ten percent of these costs ($139,401) 

were related to Silverhawk. Id. 

from PWEC’s test year O&M expense. Id. at 94-95. APS’ adjustment, however, fails to include all 

erefore removed $139,401 of the Law Departme 

legal fees related to the sale of Silverhawk. In discovery, APS identified additional charges totaling 



beginning of the current rate case test year. Id. 



$djustment related to tax research are appropriate. 

Investment Tax Credits as a Rate Base Offse 

contingency fee of $2,385,468 and a fee-for-service charge of $1,533,333), APS is expected to 

receive $6,483,389 in tax savings. Id. Stated in revenue requirement terms, APS is receiving 
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3djustment, Staff assumed that f the ITCs would be amortized 

[d. This adjustment is reasonable bec e it is equitable to cre 

savings realized by APS when it amended its prior year tax returns. Id. Becau the majority of 

epayers with at least some of th 

[TC savings cannot be shared with ratepayers, it is only fair that savings from “unrestricted” ITCs be 

credited to ratepayers in this p eding. Id. at 43-44. ecifically, Staffs calculation o 

adjustment will allow APS to retain all of the ITC savings that result from the 62% of ITCs th 

fully amortized and one-half of the re 

provides some benefits to ratepayers without causing any normalization violations. Id. 

ing 38% of ITC savings realized. Id. at 44. This treatment 

APS witness Froggett agrees that Staffs revised ITC rate ill not result in a 

normalization violation. However, after Staff had addressed Mr. Froggett’s only rebuttal argument- 
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Id. at 108. Although 

serve as a precondition to the payout of APS’ cash-based incentive comp 

proposed level of test year cash-based incentive compensation is tied primarily to per 

measures that benefit APS’ customers. Id. at 108-10. By contrast, the stock-based ince 

entirely driven by Pinnacle West earnings objectives. Id. at 
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environmental legislation. Altho 
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pts the majority of APS’ proposed ISFSI adjustments, but nonet 

certain minor modifications in its adjustment set forth in Schedule C-16. Id. at 121- 

2004 TLG study predicts an overall increase in ISFSI costs from that projected in 

at 124. Furthermore, the 2004 study predicts a significant shift in ISFSI expenditures 

down activities that have a long amortization period to pre-shut down activities 

year amortization period. Id. APS’ ISFSI adjustments incorporate both the higher overall ISFSI 

estimate and the shift of costs to pre-shut down activities that have a shorter amortization period. 

However, the 2004 TLG st in costs related 

ons. Id. at 125. 



idjustment. (Tr. at 41 87-89). Specifically, RUCO identified a known and measurable reduction in 

iroperty tax expense that became effective in 2006 

:laims that, notwithstanding the reduction i 

:xpense will still be higher than either its test year actual property tax expense or i 

xoperty tax expense. Staff, however, agrees with RUCO on this issue: to adopt 2 

levels would create a mismatch in the development of APS’ cost of service. 

Furthermore, APS’ position on this issue is inconsistent with 

proposal. During discovery, APS suggested that it should not reach i 

production tax credit rate than would be available t 

APS and reduc 



y, Staff recalculated the production tax c 

was available in 2006 rath than the six percent credi 

calculate its original proposal on this issue. Staff believes 

adopt cost of se eduled to occur in 2007 and beyond. ( 

Q Interest Synchronization 

Staff has adjusted APS’ pro forma level of income tax expense t synchronize the interest 

elopment of Staffs cost of service income tax expense with the 

ed by Staff. (Dittmer D 
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1) The use of a forecasted year for setting the PSA rate in the future; 

) The elimination of the $776 million cap; 

5 )  The adoption of a new plan of administration, which would replace 

“Antonuk Supplemental”, Ex. S-30 at 2-8). 

he build-up of substantial 
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the most attention. This i 

st cost rate, generates associated income ta because common equity usually co 

liabilities, and causes the most c 

possible to conduct direct analys because it is not a publicly 

traded company. It is possible to conduct studies of PWC’s cost of equity, but due to the diversified 

nature of PWC’s operations, it is n oxy for the cost of equity for APS. As a result, it 

is useful to analyze groups of comparison or “proxy” companies as a substitute fo 

its cost of common equity. Two groups were examined for comparison to A P S :  1) a selected group 

APS witness Avera. 



ield componen s a quarterly compou 

dividend payment and dividend increa component of the DCF model is usually 

ost crucial and controversial element involved in using 

omponent is to reflect t 

methodology. 

expected by investor 

ant to recognize that in the price of a company’s stock. Also, it is 

different expectations ving their expectations 

of techniques exists for stors. No single indicator of 

growth is always used by y to consider alternative indicators of growth 

in deriving the growth component of the DCF model. 

Staff considered five indicators in its 
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yowth; (4) 2004-2010 projections of EPS, DPS, and BVPS; and ( 5 )  5-year projections of EPS 

yowth as reported in First Call. This combination of growth indicators is a representative and 

ippropriate set with which to estimate investor expectations of growth for the groups of utility 

:ompanies. Based on Staffs analyses, a range of 9 percent to 10 percent represents the current DCF 

:ost of equity for A P S .  The lower end (9 percent) approximates the upper values for the 

iverage/median results, while the upper end (10 percent) reflects the high value of the constant 

yowth DCF calculations for the groups examined. 

Although APS witness Avera performed a DCF analysis, he concluded that its results were 

lot useful (presumably too low) in estimating a reasonable cost of equity for A P S .  (Tr. at 1863-65). 

By contrast, both Staff and RUCO have appropriately incorporated the results of their respective DCF 

malyses into their recommendations, recognizing that the DCF method is commonly relied on by 

"egulatory commissions - including this Commission - to estimate the cost of equity. Id. at 1869-70. 

2. Capital Asset Pricing Model Analysis 

The capital asset pricing model (CAPM) is a version of the risk premium method. The 

CAPM describes and measures the relationship between a security's investment risk and its market 

rate of return. The CAPM was developed in the 1960s and 1970s as an extension of modem portfolio 

theory (MPT), which studies the relationships among risk, diversification, and expected returns. The 

CAPM is generally superior to the simple risk premium method because the CAPM specifically 

recognizes the risk of a particular company or industry, whereas the simple risk premium method 

does not. Staff performed CAPM analyses for the same groups of electric utilities evaluated in the 

DCF analyses. 

Two types of Treasury securities are often utilized as the risk free rate component: short-term 

United States Treasury bills and long-term United States Treasury bonds. The three month average 

yield for twenty year United States Treasury bonds was used for Staffs CAPM calculations. Staff 

also used the most current Value Line betas for each company in the groups of comparison electric 

43 
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:ompanies in its CAPM calculation. The market risk premium component represents the investor- 

:xpected premium of common stocks over the risk-free rate, or government bonds. For the purpose 

)f estimating the market risk premium, returns of the S&P 500 and 20-year United States Treasury 

)ends were used. A combination of arithmetic and geometric means is appropriate since investors 

lave access to both types of information, and both types are reflected in investment decisions and 

hus stock prices and cost of capital. Staffs CAPM results collectively indicate a cost of about 10.5- 

10.75 percent for the two groups of proxy companies. 

3. Comparable Earnings Analysis 

The CE method is designed to measure the returns expected to be earned on the original cost 

jook value of similar risk enterprises. Thus, this method provides a direct measure of the fair return, 

;ince it translates into practice the competitive principle upon which regulation rests. The CE 

nethodology is conducted by examining realized returns on equity for several groups of companies 

md evaluating the investor acceptance of these returns by reference to the resulting market-to-book 

-atios. One objective of a fair cost of equity is the maintenance of stock prices above book value. 

Staff considered experienced equity returns of the proxy groups of companies for the historic period 

1992-2005 as well as the future period 2006-2010 in its analysis. Historic returns of 9.9-1 1.7 percent 

lave been adequate, and projected returns on equity for fiiture periods are within a range of 8.2-10.4 

percent for the proxy groups. Therefore, the cost of equity for APS is no greater than 10 percent, and 

an earned return of 10 percent or less should result in a market-to-book ratio of at least 100 percent. 

- E. 

The overall conclusion from the three methodologies (DCF, CAPM and CE) is a range of 9.5 

percent to 10.75 percent, and Staffs specific recommendation for APS’ cost of equity is 10.25 

percent, the approximate mid-point of that range. In addition, there is no need to make a flotation 

adjustment. A utility should only be allowed to recover from ratepayers its actual quantifiable levels 

of issuance costs. Staffs recommended overall weighted cost of capital for APS is 8.05 percent. 

Total Cost Of Capital 

44 
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X. PAL0 VERDE ISSUES 

A. Palo Verde Nuclear Outages Resulting From Imprudence Are the Responsibility 
of the Company. 

Beginning in 2005, the Palo Verde Nuclear Generating Station (“Palo Verde”) experienced 

unusually low performance. The Nuclear Regulatory Commission (,‘NRCYy) ranked the facility at 

next to the lowest possible level for an operating plant. (GDS August 17, 2006 Report, hereinafter 

referred to as “GDS Report”, Ex. S-45 8). Further, the Institute of Nuclear Power Operations 

purportedly ranked Palo Verde as an INPO-3 which the Company concedes reflects poorly on the 

performance of the plant. (Tr. at 5 161-62). 

Because of the high capital investment costs of a nuclear power facility, efficient plant 

operation is fundamental to attaining the low operational costs that make nuclear power competitive 

with other means of generation. In 2005, Palo Verde experienced eight unplanned outages, thereby 

requiring A P S  to seek replacement power to meet its commitments. These outages, as well as the 

low evaluations of Palo Verde, suggested a need to investigate the causes of this poor performance. 

The results of that investigation reveal a steady deterioration in Palo Verde’s performance, 

which culminated in low regulatory marks and accounted for four of the unplanned outages in 2005. 

Initially, Staff determined that these four imprudent outages resulted in a $16.269 million cost for 

replacement power, of which 14.944 million was incurred in April-December of 2005 when the PSA 

was in effect. However, in surrebuttal, Staff accepted certain changes proposed by Company witness 

Ewen. In total, these changes effect a $1.188 million reduction to Staffs estimate. Thus, Staffs 

final estimate of the cost of replacement power is approximately $15.082 millionY2 with $13 .7573 

million occurring during the effective period of the PSA. The investigation also outlined options that 

the Commission could pursue in the form of a Nuclear Performance Standard. Such a mechanism 

$16.269 million- $1.188 million= approx $15.082 million. 
$14.944 million- $1.188 million = approx $13.757 million. 3 
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would contribute to effectively distributing the costs of poor performance between the Company and 

ratepayers. Without such a mechanism, the costs of poor performance fall solely on ratepayers, who 

cannot influence the efficiency of Palo Verde’s operations. 

1. The Outages are the result of imprudence on thepart of the Company. 

During 2005, Palo Verde experienced a total of eleven planned and unplanned outages. Of 

these outages, Staff identified four as the result of imprudence. (GDS Report at 2). The approximate 

impact of these outages in terms of the cost of replacement power is $15.082 million, $13.757 million 

of which occurred during the period in which the PSA was effective. Id. at 41-53. In addition to 

power replacement costs, APS experienced reduced margins on off-system and opportunity sales 

used to offset fuel and purchased power costs recovered through the PSA. These items should thus 

also be counted as a component of the total cost of the imprudent outages. Factoring in the lost 

margins on off-system and opportunity sales results in a total cost of $16.186 million. The ratepayers 

are not responsible for these outages and should not be forced to bear these costs. 

Four discreet instances give rise to the imprudent outages that will be discussed further below. 

Briefly, they are the Emergency Diesel Generator Governor failure (March 18-21, 2005), the 

Extended Outage due to an operator-caused Reactor Trip on high steam generator level (August 26- 

28, 2005), the Unit 2 Refieling Water Tank inoperability (October 11-20, 2005), and the Unit 3 

Refueling Water Tank inoperability (October 1 1-20,2005). 

a. The Emergency Diesel Generator Governor Failure (March 18-21) 

Following maintenance, the Company performed a post-maintenance test of one of the Unit 1 

Emergency Diesel Generators (“EDGY), a vital safety device necessary to provide power in the event 

of disconnection from offsite power sources. As Company witness Denton testified, in the event of 

losing off-site power, EDGs are necessary to ensure the orderly and safe shut down of the plant. (Tr. 

at 5040). According to NRC regulations, APS is required to shut down the unit if both EDGs are not 

available to operate for an extensive period of time. Id. at 5041. In fact, both EDGs are necessary in 
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the event of an actual loss of off-site power. Id. During the retest of the equipment on March 17, 

2005, one of the two EDGs failed to start. Operators determined that the cause of the failure was a 

faulty governor for the EDG. Though the governor was replaced, technical specifications require the 

shutdown of the unit during the retest. 

Examination of the governor failure pointed to rust as the source of failure. Though the 

Company cited a number of possible causes for the rust, (see Tr. at 5 136-5 137), all of these possible 

causes indicate that APS’ inability to detect and prevent the failure was due to imprudence. The 

governor was stored in a non-climate controlled warehouse, drained of oil. (GDS Report at 23). Had 

the Company stored the governor with oil in it, it could have avoided the governor failure and the 

outage. (Id. at 24. See also Tr. at 5139-5140). Because each unit requires both EDGs to be operable 

in the event of a loss of off-site power, and because the loss of an EDG for extended periods requires 

shutdown of the affected unit, (Tr. at 5041), it is clear that the Company did not treat the EDGs with 

the degree of care appropriate to the significance of this particular piece of equipment. 

b. Unit 1 Reactor Trip and Outage Extension Due to Operator Error 
(August 26-28,2005). 

Operator error exacerbated an otherwise unavoidable outage that began on August 1 1 , 2005 

with the failure of Unit 1 ’s second EDG. A faulty diode in the voltage regulator prevented the EDG 

from maintaining the proper steady output voltage. A further, unavoidable equipment failure, namely 

an oil leak on a reactor coolant pump, likewise delayed the restart of Unit 1. 

On August 26, 2005, operator error during startup caused an avoidable extension of the 

outage. Specifically, the steam generator operator failed to obtain supervisory approval before 

switching to manual operation of the digital feedwater control system (“DFWCS”) when he perceived 

that the automatic settings were not raising the level as high as the operator deemed appropriate. 

(GDS Report at 24-26). Failure to communicate operator actions led to increased feedwater flow 
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3eyond the level necessary for the steaming rate, thereby resulting in a high steam generator level and 

i consequent.reactor trip. Id. 

The Company did not provide adequate training and permitted a culture of unsupported and 

naccurate beliefs among DFWCS operators. The Company conceded that, in the post-event 

nterviews, many operators claimed that the DFWCS was unreliable in maintaining stable feed water 

evels at low power levels. (Tr. at 5144). Further, the Company conceded that, with respect to the 

iarrow issue of the DFWCS, no updated training or procedures had been set in place to deal with this 

naccurate perception. Id. at 5 144-45. 

The Company suggests that the problem was not with the equipment but with the operators 

who perceived fault with the system. The Company’s 

:ontention reinforces, rather than detracts from, Staffs conclusions. The operators’ erroneous 

Jerception of the system was the root of the problem. As Staff testified, reactor startups were 

inusually frequent during 2005 at Palo Verde, and the Company had many prior experiences with 

sperator misgivings toward the DFWCS. (Jacobs Surrebuttal Test., hereinafter referred to as “Jacobs 

Surrebuttal”, Ex. S-48 at 22-23). The Company understood that a common mindset of anticipated 

system failure preexisted the event. Id. This led to a preemptive and incorrect action by an operator 

that caused the reactor trip. In spite of its prior knowledge, the Company did not take steps to alter 

training so as to eliminate this mindset. This failure to address a known problem supports the 

conclusion that this outage is imprudent. 

(Levine Rej. Test., Ex. APS-95 at 8). 

c. Unit 2 and Unit 3 Refueling Water Tank Inoperability (October 11- 
20,2005) 

From October 11-20, 2005, Palo Verde Units 2 and 3 were out of operation because the 

Two safety systems Refueling Water Tanks (“RWT”) for both units were declared inoperable. 

depend on the RWT, the Emergency Core Cooling System (“ECCS”) and the Containment Spray. 
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The declaration of inoperability of these connected systems followed an NRC inspection in 

2005. (GDS Report at 32, 39-40; Jacobs Surrebuttal at 24). During the inspection, the NRC voiced 

.he concern that, during suction hom the RWT under certain conditions, air could be entrained that 

:ould damage and disable the safety pumps on which the Containment Spray and ECCS depend. 

:GDS Report at 31-32, 39). The Company could not demonstrate to the NRC that air entrainment 

,vas not occurring and thus the units were shut down pending a full analysis to determine whether air 

xtrainment threatened safe operations. (Jacobs Surrebuttal at 24). 

The Company-instead of the NRC-should have identified this issue because of the NRC’s 

yellow finding in 2004 on a related issue. (See Jacobs Surrebuttal at 24-25). The yellow finding in 

2004 resulted from empty containment sump piping, thereby raising concerns that air entrainment 

From the empty sump piping could damage safety related pumps. The Company should have known 

;hat air entrainment damage to pumps is a safety concern. Draining the RWT gives rise to the same 

3ir entrainment concerns as the empty sump piping. A reasonably complete analysis of the issues 

related to the 2004 yellow finding would have permitted the Company to identify this largely 

identical issue. Id. Therefore, this outage was avoidable and imprudent. 

2. The Proper Measure of the Impact of the Outages requires examining Palo 
Verde’s performance, without considering the unconnected performance of 
the Company’s other operations. 

In addition to arguing that the outages were not imprudent, the Company also argues that the 

improved performance of its coal generation should offset the loss of generation at Palo Verde. This 

argument is not persuasive and should not be adopted. Improved performance in the Company’s coal 

generation is external and unrelated to the Palo Verde outages. The Palo Verde outages did not cause 

improved operations at the Company’s various coal-fired plants, nor did they produce lower coal 

prices. 

The Company incurred costs for replacement power in spite of the improved efficiency of its 

coal facilities. These replacement power costs are unaffected by the superior performance of the coal 
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plants even when evaluating them cumulatively. Allowing the performance of the coal facilities to 

mitigate the costs of the Palo Verde outages would clearly double count the influence of coal 

generation. The Company’s arguments for this type of mitigation should not be accepted. 

A Nuclear Performance Standard is Appropriate and Reasonable. 3. 

The Commission should adopt a performance standard to govern the operation of Palo Verde. 

As noted above, the Company will recover its cost of invested capital regardless of the quality of its 

performance, and the ratepayers therefore bear the risk of poor performance. This is unfair when one 

:onsiders that nuclear plants have exceptionally high capital cost and that only the low cost of he1 

and operations offsets the high capital costs. The lower cost of operations can only be achieved when 

the plant operates at a high capacity factor. Adopting a reasonable Nuclear Performance Standard 

:“NPS”) will alleviate this situation by distributing the cost of inefficient operations on both the 

Zompany and the ratepayers. (See Tr. at 5128, 5225). 

Staffs proposed NPS has the following features: 

Evaluating Palo Verde performance by averaging capacity factor achieved every three 
years; 

Setting the target capacity factor as three year average capacity factor of U.S. nuclear 
plants similar in type to Palo Verde (pressurized water reactors (“PWR’) with over 
600 MW capacity); 

Excluding U.S. PWRs with a three year average capacity factor below 60% from the 
target capacity factor calculation; 

Allowing no action if Palo Verde exceeds the target value for the relevant period; 

Assigning to the Company the cost of replacement power for the difference between 
actual system costs and system costs had Palo Verde achieved its target capacity 
factor; 

Allowing the Commission to determine the treatment of the additional costs; and 

At Commission discretion, performing detailed studies of extended outages or other 
extraordinary events that would significantly impact Palo Verde’s capacity factor 
during the three year period. 
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(Jacobs Direct Test., hereinafter referred to as “Jacobs Direct”, Ex. S-47 at 7-8). 

a. Regulating Company Operations is a Reasonable Means to 
encourage APS to Achieve an Appropriate Level of Performance. 

APS’ Performance Improvement Plan states that APS intends to make Palo Verde a top 

performing nuclear facility. (See GDS Report at 51; see also Tr. at 5127). Staffs proposed NPS, 

which sets the industry average as its target, is not inconsistent with that goal. Likewise, an NPS 

would reduce the need to undergo extensive and costly investigations of each outage because the 

averaging mechanism would focus attention properly on the bottom line. 

The Company contends that implementation of the NPS, which does not contain incentives, 

will not affect the way it does business. (Tr. at 5126). Instead of providing an incentive, the NPS 

reallocates costs associated with poor performance between the Company and ratepayers. Staffs 

recommendation shifts the impact of operational deficiencies that are solely within the Company’s 

control and thereby applies appropriate pressure to the Company to improve its performance without 

jeopardizing the recovery of the cost of investment. Thus, regardless of whether the Company 

pursues operational excellence to avoid the graduated penalties of the NPS, ratepayers will no longer 

be subsidizing inefficiency. 

b. The Performance Standard should solely Consider Palo Verde. 

The Company has tentatively expressed willingness to agree to an N P S  that examines 

Company performance overall rather than examining the isolated performance of its single most 

capital intensive asset, Palo Verde. Evaluating the Company’s performance as a whole would 

produce skewed results. Though nuclear and coal power plants are both used for base load 

generation, they are fundamentally different. (Jacobs Surrebuttal at 36). They use different 

operational and safety processes, are subject to different forms of regulation, and have costs that are 

unrelated and not directly comparable. Id. In addition, nuclear facilities are more expensive and 

should operate with lower variable costs. Id. A broad performance standard that includes all of the 
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Company’s generation would, in effect, permit the Company to gloss over the performance of its 

single most costly asset, Palo Verde. 

- B. Establishinp A Power Supply Adiustor Surcharge To Recover Costs Associated 
With Nuclear Plant Outages That Have Not Been Identified As Imprudent Or 
Preventable. 

Decision No. 67744 allows APS to recover or refund the amount of increased costs for fuel 

and purchased power up to a certain limit based on the annual adjustor rate. The Paragraph 19(d) 

Balancing Account includes only those power supply costs falling outside of the $0.004 bandwidth. 

The Commission must approve any surcharges to recover or refund any amounts in the Paragraph 

19(d) Balancing Account. 

Staffs testimony addresses whether the Commission should allow APS to recover through 

surcharges the costs in its Paragraph 19(d) Balancing Account related to outages at Palo Verde. 

Staffs Palo Verde report identifies certain outages as impudent, and the costs relating to these 

outages should therefore be removed from the Paragraph 19(d) Balancing Account. Staff also 

recommends that the Commission allow APS to recover through a surcharge the costs resulting from 

the Palo Verde outages that were not imprudent. 

XI. PROCUREMENT AUDIT 

APS’ testimony appears to be in general agreement with the findings of the fuel and 

purchased power audit conducted by the Liberty Consulting Group on behalf of Commission Staff. 

(Antonuk Surrebuttal at 1). Staff did not observe any significant matter of disagreement that would 

affect either the establishment of base rates or the design of the PSA. (Antonuk Surrebuttal at 1). 

A P S  has claimed that a number of changes recommended by the audit have already been undertaken; 

nonetheless, there does not appear to be a difference of opinion about what both APS and Staff have 

concluded ought to be implemented in order to optimize fuel and energy procurement and 

management. Id. 
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In these circumstances, a reasonable way to address audit findings is for the Company to 

irepare 1) an implementation plan for each recommendation that it accepts and 2) a detailed 

:xplanation of its reasons for concluding that particular recommendations need not be implemented. 

rd. Staff can then identify the best method for monitoring the Company’s implementation plan and 

kr resolving any issues that may be in dispute. Id. Staff therefore recommends that the Commission 

.equire the Company to prepare an implementation plan as outlined above. Id. 

YII. ENVIRONMENTAL IMPROVEMENT CHARGE 

Staffs testimony addressed APS’ proposed Environmental Improvement Charge (“EIC”). 

4PS wants to implement this additional charge to recover its capital investment in coal plant 

mvironmental controls. Through the EIC, APS intends to collect revenues from ratepayers based on 

he estimated capital investment needed to install pollution controls on its coal-fired power plants. 

Staff recommends that the Commission reject the proposed EIC. 

Staff listed the following reasons for rejecting APS’ proposed EIC: 

The EIC would include costs that will not be incurred for several years beyond the test 
year; 

The EIC would include funding for projects before they are mandated to be installed 
on APS’ system; 

Regulatory mandates typically build in construction lead times to provide industry 
sufficient time to comply with mandated regulatory requirements; 

The EIC is derived based upon multiple year revenue requirements that increase the 
complexity of auditing the charge in the context of future general rate cases and 
annual EIC reset proceedings; 

The effect of the EIC on APS’ interest expense in unclear; 

The annual reset of the EIC could be implemented without Commission approval 
under APS’ proposal; 

The EIC does not address the fundamental financial challenges that APS has identified 
ie., customer growth and rising fuel costs; 

The environmental impact of implementing the EIC is unclear. 

53 



, L 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

, 

(Rowell Direct Test., Ex. S-19 at 14-15). Staff highlighted two points in recommending that the 

Commission reject the proposed EIC: 1) the EIC would collect revenues from ratepayers based 

predominately upon estimated rather than incurred costs; and 2) the EIC appears to be unique in that 

Staff is not aware of any jurisdiction that employs a mechanism with the same characteristics as the 

EIC . 

Staff does not support collecting funds from ratepayers, including interest, before the costs 

have been incurred. This policy is reasonable as applied to APS’ proposed EIC in this case. APS has 

the option of collecting up-front funds for environmental controls from investors, but the EIC would 

collect these funds from ratepayers. Collecting funds before costs have been incurred means that 

APS will have to estimate capital expenditures. It is very difficult to accurately compute capital 

expenditures because costs are unpredictable, and projected completion dates are often unreliable. 

Customers would be caught in the middle of pre-funding projects that potentially have different costs 

and later completion dates than expected. 

APS’ proposed EIC financing scheme is actually contrary to industry standards. This is 

illustrated by two industry studies: a Cambridge Energy Research Associates’ study and a NARUC 

study. NARUC’s study focused on state level incentives for environmental controls on coal-fired 

power plants. None of the fifteen states that responded to the NARUC study have a cost recovery 

mechanism similar to APS’ proposed EIC. None of the twenty-two states that responded to the 

Cambridge survey allow companies to collect funds before the costs are actually incurred. Staff was 

unable to identify any other jurisdiction that employs a mechanism with the characteristics of the 

proposed EIC. 

. . .  

. . .  

. . .  

. . .  
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YIII. DEMAND-SIDE MANAGEMENT 

A* How Should APS Be Compensated For Its Effort To Make DSM Programs 
Available? 

APS proposed a $4,907,000 pro forma adjustment to compensate for net lost revenues 

-esulting from its efforts to create DSM programs. The Settlement Agreement contained in Decision 

Vo. 67744 requires APS to intensify its DSM efforts and to spend at least $16 million on DSM per 

year. In response, APS recently created a number of new DSM programs as part of its Portfolio Plan. 

Staff opposes APS’ pro forma adjustment and recommends that the Commission disallow the net lost 

pevenue adjustments for DSM programs. Staff instead recommends that the Commission reward 

4PS for DSM savings through a performance incentive. 

APS should be compensated for its efforts to make DSM programs available and for the 

savings achieved by successful DSM programs through a performance incentive. A performance 

incentive and an adjustment for net lost revenues are two separate approaches to compensating the 

utility. These techniques are mutually exclusive, and the Commission should adopt either approach 

individually, but not both. (Anderson Direct Test., hereinafter referred to as “Anderson Direct”, Ex. 

S- 16 at 9). The Settlement Agreement that underlies Decision No. 67744 provides for a performance 

incentive, arguably signaling the Commission’s preference for that approach. 

Conceptually, a performance incentive is preferable to an adjustment for net lost revenues 

because a performance incentive rewards the Company only when its DSM programs successfully 

result in energy or demand savings. In other words, APS would not be compensated through a 

performance incentive if its DSM programs fail to result in energy efficiency savings. The amount 

collected in performance incentives would represent a portion of the actual energy efficiency savings 

that APS’ DSM programs achieve. 

Nor is APS’ proposed adjustment for net lost revenues sufficiently known and measurable to 

(Anderson Surrebuttal Test., hereinafter referred to as “Anderson merit inclusion in rates. 

55 



v I 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

, 

Surrebuttal”, Ex. S-17 at 4; Tr. at 3641). Staff believes that DSM spending for the remainder of the 

Portfolio Plan period, 2005-07, is very much in question. The energy savings resulting from that 

spending is even more difficult to quantify with certainty. (Anderson Surrebuttal at 4). In addition, 

Staff believes that, to date, there has not been a significant amount of lost revenue due to DSM 

programs. Thus far, the Company has incurred up-front costs, but significant energy savings and 

reduced revenues resulting therefrom have not yet fully materialized. (Tr. at 3648). 

A P S  proposed a performance incentive in its Portfolio Plan of DSM programs, and Staff 

concurred with that proposal, which sets the performance incentive at 10 percent of the net benefits 

achieved and caps it at 10 percent of total DSM spending. Staff recommends that APS include its 

request for a performance incentive in each semi-annual DSM report. Staff also recommends that 

APS provide Staff with backup workpapers and input data to substantiate the numbers for net benefits 

and performance incentives included in its semi-annual DSM reports. 

Staff recommends that APS use the most recent and regionally similar energy savings data 

available instead of the program-filed savings numbers from 2005. In addition, APS should 

incorporate results from its baseline study into its calculations. Staff believes that a time limit should 

be placed upon energy use measurements from other regions. Staff further recommends that A P S  use 

measured savings obtained from APS customers by the Measurement, Evaluation, and Research 

(“MER’) contractor beginning no later than July 1, 2007. (Anderson Surrebuttal at 4). The averages 

of actual measured usage, for both standard and upgraded equipment, should be recalculated by the 

MER from usage samples for each prescriptive measure based on new measurements from the field 

no less frequently than every two years. (Anderson Direct at 11). 

- B. Whether The Commission Should Allow APS To Accrue Interest On The 
Demand-Side Manapement Adiustment Charge (“DSMAC”) Account Balance. 

Currently, the DSMAC account does not accrue interest. Staff does not oppose APS’ 

proposal to allow the accrual of interest earnings on the DSMAC account balance. If interest is 
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allowed to accrue, the applicable interest rate should be the one-year Nominal Treasury Constant 

Maturities rate that is contained in Federal Reserve Statistical Release H-15 or its successor 

publication. 

- C. What Action Should Be Taken If APS Fails To Spend The $30 Million For DSM 
During; The Initial Three Year Period Identified In Decision No. 67744? 

In rebuttal, A P S  witness Orlick addressed how to handle under-spending of DSM dollars in 

the 2005-07 period. She recommends that any under-spending should be carried over to and spent in 

subsequent years, in addition to the $16 million required to be spent in each subsequent year. 

Staffs position is guided by Decision No. 67744, which provides that any unspent amount 

should be credited to the balance of the Demand-Side Management Adjustment Clause (“DSMAC”) 

account if A P S  does not spend at least $30 million of the base rate allowance for approved and 

eligible DSM-related items during 2005-07. In effect, any “under-spending” is returned to 

ratepayers. (Anderson Direct at 7; Anderson Surrebuttal at 2). 

XIV. ISSUES RELATED TO RENEWABLES 

- A. Increasing The Environmental Portfolio Standard Adiustor Rate To Recover 
Costs For The EPS Credit Purchase Propram. 

The Environmental Portfolio Standard (“EPS”) requires distribution entities to derive a 

portion of their retail energy from environmentally friendly renewable sources. A P S  is able to meet 

some of its EPS requirements through the EPS Credit Purchase Program. The program allows A P S  

to receive renewable energy credits for partially reimbursing customers who install renewable energy 

systems on their properties. A P S  recovers the costs for the EPS requirements through a Systems 

Benefit Charge and through the Environmental Portfolio Surcharge, an adjustment mechanism. 

Staff recommends that the EPS adjustor rate and caps be increased to allow for more funding 

of the EPS Credit Purchase Program. The EPS adjustor rate should be set at $0.001392 per kWh with 

monthly caps per service of $0.56 for residential customers, $20.68 for non-residential customers, 
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nd $62.04 for non-residential customers with demands of more than 3,000 kW. This increased 

unding wil provide an additional $4.25 million for the EPS Credit Purchase Program. 

The recommended increase in the EPS adjustor rate and caps is reasonable because it is 

onsistent with Commission Decision No. 68668. In that decision, the Commission approved the EPS 

:redit Purchase Program and ordered APS to allocate an additional $4.25 million for the EPS Credit 

’urchase Program, specifying that these additional funds should be recovered in rates in APS’ 

mgoing general rate case. 

- B. 

Currently, APS’ Systems Benefits Charge contains $6,000,000 for renewables. As mentioned 

,efore, the Systems Benefit Charge is one way that APS recovers some of the costs related to 

neeting its Environmental Portfolio Standard requirements. Staff recommends that the Commission 

naintain funding for renewables in the Systems Benefits Charge at $6,000,000. 

Maintaining The Systems Benefit Charge For Renewables At $6,000,000. 

- C. 

Net metering is a way to incent customers to invest in renewable energy generation by 

illowing their generation to offset their consumption over one or multiple billing periods. APS has a 

xoposed new rate schedule for net metering: EPR-5, Rates for Renewable Resource Facilities of 

lOkW or Less for Partial Requirements. AF’S’ proposed plan requires a bidirectional meter so that 

lower flows both ways. With APS’ proposed plan, customers that generate more electricity than they 

ise will receive kWh credits for that excess energy in the subsequent billing period. This means that 

he customer will receive full retail value of the energy component of its bundled rate for the excess 

lower that the customer provides to APS. EPS funding will be used to recover the metering costs, 

lilling system modification costs, and revenue loss. 

APS’ Proposed New Rate Schedule For Net Metering. 

Staff recommends approving EPR-5 the following with modifications: 

1) 

2) 

Staff would not require a bidirectional meter; 

Staff recommends that the facility size limit be increased to 1 OOkW; 
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3) Customer participation should not be limited by rate schedule; 

4) The schedule should be modified to indicate that all changes to the schedule will 
require Commission approval; 

APS should be required to clarify the tariff to indicate that ratepayers will be 
responsible for the cost of the meter. 

5 )  

(Keene Direct Test., hereinafter referred to as “Keene Direct”, Ex. S-12 at 6-7). 

In testimony, various parties have criticized Staff for its recommendation concerning the bi- 

directional meter. Although Staff believes that the Company should not be allowed to require a bi- 

jirectional meter as a condition to subscribing to this tariff, Staff recognizes that there may be 

benefits to using bi-directional meters in some circumstances. (Tr. at 3550). If using bi-directional 

meters is less expensive, if operational considerations indicate that bi-directional meters are 

preferable, or if long-term savings can be achieved by use of bi-directional meters, Staff would not be 

Dpposed to their use. Id. Certainly, Staff does not intend for its recommendation to foreclose the use 

of bi-directional meters in appropriate circumstances. Id. Nonetheless, Staff believes that achieving 

the objectives of the tariff at the lowest feasible cost is a reasonable consideration. The evidence 

presented in this proceeding demonstrates that two standard meters (one measuring outgoing 

electricity and one measuring incoming electricity) would appear to be less expensive than a bi- 

directional meter. (Keene Direct at 6). 

In direct testimony, Staff witness Keene recommended that APS should be permitted to 

recover revenue loss associated with its proposed net metering tariff. (Keene Direct at 6; Tr. at 

3577). At the hearing, however, she disagreed with APS’ proposal for measuring revenue loss. (Tr. 

at 3577). Staff believes that the revenue loss is the difference between the retail rate and APS’ 

avoided cost. (Tr. at 3510-11). Ms. Keene proposed that lost revenue should apply only to excess 

generation, not to total capacity; she further stated that actual retail rates should be applied, not an 

annual average Id. Avoided costs should reflect seasonal on-peak and off-peak rates, as on EPR-2 
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ind EPR-4. Id. Finally, Staff witness Keene proposed that all metered rate schedules should be 

Aigible. Id. 

- D. Green Pricing Tariffs. 

APS is proposing two new rate schedules, Green Power Block Schedule (GPS-1A) and Green 

’ower Percent Schedule (GPS-2A). Staff recommends approving the two new green pricing tariffs as 

iroposed by APS. 

APS’ current Solar Partners Program allows customers to pay $2.64 per month for a block of 

15 kWh of solar energy, which adds .0176 per kWh to the customer’s current rate schedule. APS’ 

xoposed new tariff, GPS-lA, will allow customers to purchase lOOkWh blocks of electricity 

;enerated by renewable resources and pay an additional $1.00 per month ($0.01 per kWh) for each 

)lock. It is reasonable to approve the GPS-1A tariff because APS is offering more energy from 

-enewable resources at a cheaper price than the current program offers. GPS-2A offers customers the 

lpportunity to determine the percentage of their electricity that will come from renewable resources. 

Zustomers will pay an additional price, depending on the percentage requested, on top of their current 

rate schedule. This tariff should be approved because the prices are reasonable ($0.01 per kwh for 

100%; $0.005 per kWh for 50%; $0.0035 per kwh for 35%; $0.001 per kWh for lo%), and this 

program promotes the use of renewable energy. 

XV. COST OF SERVICE STUDY 

APS prepared a cost of service (“COSS’’) study 1) to perform jurisdictional allocations to 

separate the retail portion of APS’ operations from the non-retail portion; and 2) to determine overall 

retail revenue requirements and to further allocate costs among customer classes. (Brosch Direct 

Test., hereinafter referred to as “Brosch Direct”, Ex. S-7 at 5). APS conducted its COSS on a 

combined basis, performing jurisdictional and class allocations within a single model. Id. Although 

Staff generally found APS’ COSS model to be reasonable, Staff has proposed one modification: Staff 
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:mployed a Four Coincident Peak and Average (“4CP & Average”) allocation in place of the 

2ompany’s Four Coincident Peak (“4CP”) method. Id at 7-8. 

Staffs modification centers around the proper method for allocating production demand 

:os@ which are the costs associated with the Company’s nuclear, coal, and gas-fired generation 

facilities. Id. at 8, 10-1 1. Staff believes that the Company’s COSS should use an energy-weighted 

dlocation approach, instead of the Company’s proposed 4CP method, which allocates production 

iemand costs based solely upon relative class demands registered during the four peak hours of the 

year. Id. at 8. Staff therefore modified the Company’s COSS to use a 4CP & Average allocation for 

sroduction plant investment and expenses. Id. 

Coincident peak demands are the measured maximum combined loads of all customers on the 

system in the single hour (or four hours under the Company’s proposal) when overall system demand 

is the highest during the year. Id. The Company’s proposed 4CP allocation factor would use these 

hourly demands registered by each customer class during the four highest peak system demand hours 

in the test year to allocate responsibility for all power generation production resources among 

customer classes. Id. Customer use during the remaining 8,756 hours of the year has no impact upon 

the allocation of costs for APS power plants under the 4CP approach. Id. The theory assumes that 

meeting hourly peak demand is the sole planning criteria used by APS to determine whether to incur 

generation fixed costs. Id. at 8-9. 

Staff does not accept this premise. Id. at 9. Costs of APS’ power production facilities are not 

incurred solely to meet peak hour demands, but are instead incurred to efficiently produce electricity 

throughout the entire year. Id. Although A P S  is a summer peaking utility, its generation facilities are 

also required to serve customers during all of the non-peak hours of the year. Id. at 11. Many of the 

costs incurred by APS to own, operate, and maintain its power plants could be much lower if the 

Company were concerned only with meeting demands during the four peak hours of the year. Id. at 

11-12. 
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Generally, the effect of using an energy-weighted 4CP & Average approach (as recommended 

by Stafr> is to recognize that demands throughout the year contribute to cost causation and to attribute 

some generating capacity costs to the lighting classes and to attribute more production costs to hgher 

load factor customers that use more energy relative to their peak demands. Id. at 10. In APS’ case, 

the 4CP allocation of production demand costs results in Street Lighting and Dusk to Dawn lighting 

classes paying nothing toward the fixed costs of APS’ production facilities. Id. at 12. While it is 

obvious that APS must use its generation facilities to serve these customers, the 4CP method fails to 

allocate any production demand costs to them simply because their loads do not occur coincident 

with the four hours when the 4CP method measures customer demand. Id. at 12-13. 

An energy-weighted allocation factor considers the fact that electric production facilities are 

designed and operated to meet both peak and non-peak demands. Id. at 13. The 4CP & Average 

approach involves a weighted combination of the peak demand allocation factor used by APS along 

with an average demand (or energy-based) allocation factor. Id. Although Staff proposes to apply 

weight to customer demands throughout the year, Staff nonetheless proposes to heavily weight hourly 

peak demands when determining production demand allocation factors. Id. at 9. 

Staff witness Brosch explained that, in the last APS rate case, Staff and RUCO opposed the 

Company’s use of a 4CP production demand cost allocation method and also noted that other Arizona 

utilities with summer peaking characteristics, such as Tucson Electric Power, have employed a 4CP 

& Average approach in proceedings before the Commission. Id. at 16-19. 

Staff anticipated that APS would argue that Staffs 4CP & Average method would shift costs 

away from retail customers and inappropriately place them upon non-jurisdictional, FERC-regulated 

services. Id. at 22. Therefore, Staff elected to not disturb the jurisdictional allocation of production 

plant, so that no jurisdictional shifting of costs could occur. Id. The 4CP & Average calculation 

performed by Staff was limited to revision of the retail class allocation factors so that the percentage 
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of production demand related costs allocated to FERC jurisdictional customers is unchanged and is 

still based upon the Company’s proposed 4CP method. Id. 

Finally, transmission costs in the COSS are treated as entirely non-jurisdictional. 

APS’ retail customers are charged for transmission services for native load at the FERC Open Access 

Transmission Tariff rate. Id. at 23. This treatment is consistent with the resolution of APS’ last rate 

case. Id. 

XVI. RATE DESIGN 

- A. Interclass Returns For Residential Service CatePorv Recommendations. 

In general, Staff favors a rate spread that is informed by the results of the cost of service study 

as opposed to an across-the-board increase, as recommended by RUCO witness Diaz-Cortez. Staff 

recommends a total increase of 9.69 percent for the residential class as a whole, which is greater than 

the system average. Staff also recommends that residential rates EC-1, ET-1, and ECT-1 receive 

greater than average increases because these rate classes are underperforming relative to the rest of 

the residential class as well as the system average rate of return. Staff also recommends that E-12 

receive an increase that is less than the system average because this rate class is earning slightly more 

than the system average. 

Staff considered two scenarios in determining the proper rate spread for the interclass 

residential cost-of-service categories. The first scenario takes into account the elimination of frozen 

rate schedules E-10 and EC-1, consistent with Commission Decision No. 67744. In the second 

scenario, Staff evaluated an interclass residential rate spread where E-10 and EC-1 would not be 

cancelled in this proceeding. Staff recommends the first scenario and included the second scenario 

for information purposes only. A chart providing interclass residential rate spreads can be found in 

Staff witness Andreasen’s testimony. (Andreasen Direct Test., hereinafter referred to as “Andreasen 

Direct”, Ex. S-22 at 6). 
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- B. 

Staffs testimony addresses the rate increase percentage to apply to the general service 

category. Staff recommends a total increase of 9.52% for the general service class as a whole, which 

is less than the system average increase. 

Interclass Returns For General Service Category. 

Staff recommends a smaller than average increase for E-20, which is reasonable because E- 

20’s rate of return is greater than the system average and exceeds that of any other general service 

rate category, according to the cost-of-service review presented by Staff witness Brosch. Staff 

fixther recommends that the cost of service category E-32 (1,000 kW or greater) receive a greater 

increase than all other E-32 cost-of-service categories because this category is underperforming 

relative to the other E-32 cost-of-service categories. Staff also recommends a higher than average 

increase for both E-34 and E-35 because both of these rates have significantly lower average rates of 

return compared to the rest of the general service category and the system average rate of return. A 

chart providing an interclass general service rate spread can be found in Staff witness Andreasen’s 

testimony. (Andreasen Direct at 7). 

- C. Customer Transition Plan For Residential Customers On E-10 And EC-1. 

Staffs testimony addresses the elimination of frozen rate schedules E-10 and EC-1. The 

Commission provided for the cancellation of E-10 and EC-1 in Decision No. 67744 in April, 2005. 

APS proposes that residential customers subscribing to these rate schedules be given six months to 

review and choose a new rate schedule after this case concludes. By contrast, Staff recommends that 

residential customers on these rate schedules be given one year instead of six months to choose a new 

rate schedule, that A P S  continue to educate these customers on their rate options during the one-year 

period, and that A P S  wait until the end of the one-year transition period to cancel E-10 and EC-1. A 

one-year transition period is reasonable because the increase is fairly significant, and customers may 

need a longer period to evaluate all other available rate options, including time-of-use and demand 

options. For the evaluation period to be effective, APS should continue to educate its customers. In 
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the rebuttal testimony of APS witness Rumolo, APS accepted Staffs proposal for the one-year 

transition period for residential customers on E-10 and EC-1. (Rumolo Rebuttal Test., Ex. APS-70 at 

7).  

Under APS’ proposal, E-10 and EC-1 customers will be moved to default rates if they fail to 

elect a new rate during the transition period. E-10 and EC-1 customers who consume less than 1,000 

kwh  would be moved to E-12, E-10 customers who consume more than 1,000 k w h  would be moved 

to ET-1, and EC-1 customers who consume more than 1,000 kWh would be moved to ECT-1. Staff 

finds this proposal to be reasonable. 

- D. Customer Transition Plan For General Service Customers On The Experimental 
Time-Of-Use Rates E-21, E-22, E-23, and E-24. 

Staffs testimony addresses whether APS should be permitted to automatically switch general 

service customers on the experimental time-of-use rates E-21, E-22, E-23, and E-24 to a default rate 

at the conclusion of the rate case. Under APS’ proposal, the default rate would be E-32 TOU. APS 

would then provide each customer with a comparison of hisher bill on E-32 and E-32 TOU. If a 

customer were to find that E-32 is a more advantageous rate than E-32 TOU, the customer could 

switch to E-32 as soon as a meter change out could be provided by APS. 

Staff recommends that APS first give customers a six-month transition period to evaluate and 

choose among the various rate options. APS shall then cancel E-21, E-22, E-23, and E-24 at the end 

of the six-month interim period. This recommendation is reasonable because a six-month interim 

period provides customers the opportunity to consider all of their rate options before APS places 

them on a default rate, and it gives APS time to make the required meter change outs. Additionally, 

an interim period will mitigate unintended rate impacts by giving each customer the opportunity to 

choose the most economic rate option based on factors specific to hisher individual load pattern. In 

the rebuttal testimony of APS witness Rumolo, APS accepted Staffs proposal for the six-month 

transition period for general service customers on experimental rates E-21, E-22, E-23, and E-24. Id. 
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- E. 

Staff recommends that rate designs for ET-2 and ECT-2 remain revenue neutral compared to 

ZT-1’s and ECT-2’s respective adopted rates. Regarding ET-2, Staff also recommends that the 

:ommission incorporate off-peak kilowatt-hour winter rates that are less than off-peak summer rates. 

rhis approach is appropriate because a utility’s generation or purchased power costs are typically 

ower in the winter than they are in the summer. This approach is also consistent with other APS off- 

3eak rate designs. 

- F. 

APS has proposed applying an increase of about 21% to rate schedule E-32, which is the 

x-oposed system average increase. Staff recommends that demand rates not be raised significantly 

3ver levels proposed by APS. Staffs hesitation to raise demand rates significantly is supported by 

two factors: 1) the last rate case significantly raised the demand charge for customers above 20 kw, 

such that some lower load factor customers received increases significantly greater than the average 

increase; and 2) this adoption of a higher demand rate is fairly new in that current rates have only 

been in effect for a year and a half. 

Rate Design For ET-2 & ECT-2. 

Demand Rates And Structure Of E-32. 

AECC witness Higgins has recommended various demand rate alternatives that would recover 

additional revenue requirements through demand rates as opposed to energy rates. Increasing 

demand rates favors higher load factor customers. Staff believes that the Commission should be 

cautious about adopting higher demand rates for E-32 that would adversely impact low load factor 

customers, who have recently experienced greater than average increases as a result of APS’ last rate 

case. 

In addition to restricting the proposed demand rates, Staff also recommends that the 

Commission require APS to propose in its next rate case a replacement for E-32 with three separate 

tariffs for small, medium, and large general service categories or other appropriate divisions. 

Replacing E-32 with three separate tariffs is a reasonable modification because the current structure 
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complicates the rate design process for E-32, making it difficult to tailor rate structures to different 

size customers with similar usage characteristics. Dividing E-32, which currently serves about 96% 

of APS’ general service customer base, into size-based categories would mitigate this problem. 

Staff witness Andreasen noted that creating multiple size-based categories for general service 

customers is common in the industry. Utilities often opt to have multiple rates for general service 

customers designed by different categories of size, rather than one rate structure that applies to 

customers of varying sizes. Staff believes that APS and its general service ratepayers could both 

benefit from rate schedules that are designed for groups of customers of similar sizes. In rebuttal 

testimony, APS witness Rum010 and DEAA witness Murphy both accepted Staffs proposal to divide 

E-32 into size-based categories. 

c G. 

Staff agrees with DEAA witness Murphy that E-32 TOU should also be replaced with size 

sensitive rates. (Murphy Rebuttal Test., Ex. DEAA-2 at 2). Consistent with Staffs recommendation 

for E-32, Staff therefore recommends that APS file three separate tariffs for small, medium, and large 

general service categories (or other appropriate divisions) in its next rate case. Staff believes that the 

E-32 TOU rate structure should correspond to the E-32 rate structure; therefore, APS’ future 

proposals for replacement tariffs for E-32 and E-32 TOU should be consistent. 

Rate Structure of E-32 TOU 

Staff also agrees with AECC witness Higgins that the same rate increase applied to E-32 

should also be applied to E-32 TOU in order to maintain the same relationship between the two 

schedules that was established in the last rate case. (Higgins Direct Test., Ex. PDMC/ARCC-5 at 17). 

Staff finds no evidence to support an increase for E-32 TOU that is significantly higher than the 

increase assigned to E-32. 

- H. Svstem Benefits Charge. 

Staff recommends that the System Benefits Charge be $49,191,690. Staff recommends the 

same amounts for demand-side management, renewables, and Palo Verde Power Plant 
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Decommissioning that APS has proposed. Staff recommends a higher amount than APS proposes for 

the E-3/E-4 Low Income Programs to take into account the $150,000 administrative and marketing 

expenses that A P S  identified in discovery. A P S  recommended including $10,177,404 for ISFI, but 

Staff recommends reducing that amount to $9,917,657. This proposed reduction of $259,747 is 

addressed in the Direct Testimony of Staff witness Dittmer. Staff recommends that the System 

Benefit Charge for all applicable A P S  rate schedules be set at $.001850 per kWh. 

L Schedule 1 Recommendations 

Schedule 1 is a rate schedule that sets forth APS’ terms and conditions of service. A P S  has 

proposed making certain clarifying changes as well as changing the way the after-hours charge for 

other services is collected from customers. APS’ proposal would change the way in which the after- 

hours charge for other services is assessed to customers and would result in a charge of $75.00 per 

crew person per hour. 

Staff believes that APS’ proposal has the potential to create customer confusion and that 

customers will not be able to know ahead of time what they will be charged. Therefore, Staff 

recommends that the after-hours charge on Schedule 1 for other services remain at $75.00 per trip. 

Staff recommends that the wording for sections 4.3.2.3.4, 5.4, and 6.4 on Schedule 1 included 

on A P S  document number 10679 be adopted, which can be found in Staff witness Andreasen’s 

Surrebuttal testimony as Exhibit A. Additionally, Staff recommends that A P S  should include a 

definition for “Multi-Unit Residential High-Rise Developments” to avoid confusion. 

- J. Schedule 3 Recommendations 

Schedule 3 is a service schedule that sets forth APS’ line extension policy. Schedule 3 allows 

A P S  to collect the costs of installing distribution-related facilities that are associated with the 

development of new homes and businesses within APS’ service territory. A P S  is proposing to move 

from a free-footage-based allowance to a dollar-based allowance. This proposal would improve 

APS’ ability to recover its distribution costs associated with new growth. (Andreasen Direct at 22). 
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APS has reorganized Schedule 3 by specific type of end-use development: (1) Residential 

Homebuilder Subdivisions, (2) Residential Customer Home “Lot Sale” Developments, (3) Master 

Planned Community Developments, and (4) Residential Multi-Family Developments. For the 

Residential Custom “Lot Sale” Developments, Staff recommends that APS add clarifying language to 

Schedule 3 to specify that the “construction cost” refers to the “backbone infrastructure cost.” Under 

sections titled “Master Planned Community Developments” and “Residential Multi-Family 

Developments,” Staff recommends that APS clarify the allowances that will be credited to the 

applicant. With respect to the definition section of Schedule 3, Staff recommends that APS amend its 

definition for “Residential Homebuilder Subdivision” on Schedule 3 to be consistent with R14-2- 

201(34). Staff also recommends that APS add language to each section of Schedule 3 clarifying the 

applicable timeframes for field audits and refimdable advances. 

In rebuttal, APS witness Rumolo provided a redlined exhibit DJR-3Rl3, which adopts Staffs 

recommendations for Schedule 3. Staff finds this acceptable subject to the following three 

recommendations: (1) clarify that under section 1.1.1 of Schedule 3, “group” would be defined as “4 

or less homes” instead of “less than 4 homes”; (2) clarify that under section 1.3.1, the allowance 

would be credited against the “total construction costs”; and (3) clarify that under section 1.3.2., 

advances would be subject to refund as specified in “section 4.1” instead of “section 4.2.” In the 

rejoinder testimony of APS witness Rumolo, APS agreed that these recommendations are acceptable. 

XVII. MISCELLANEOUS ISSUES 

X. Hook-Up Fees. 

Staff surveyed and researched the feasibility of establishing a hook-up fee for APS. There are 

many unanswered questions that should be addressed before the Cornmission decides this question. 

Therefore, Staff does not recommend the adoption of hook-up fees for APS at this time. 

If the Commission chooses to pursue hook-up fees for electric and gas utilities, Staff 

recommends that the Commission open a generic docket where parties can provide feedback, and the 
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:ommission can evaluate the adoption of hook-up fees for the energy industry. If the Commission 

vere to adopt a hook-up fee for APS in this proceeding, Staff believes that the structure of Schedule 3 

;hould be changed 1) to remove the free allowance and 2) to account for specialized distribution 

.elated costs in excess of those included in the hook-up fee. 

- B. 

Demand response programs are mechanisms designed to provide incentives for customers to 

educe their load in response to prices, market conditions, or threats to system reliability. Demand 

'esponse can result in savings of variable supply costs during times when wholesale prices and 

lemand are high. This would displace the need to build additional capacity-related infrastructure, 

;uch as generation, transmission, and distribution. This would also improve system reliability by 

educing demand when facilities, such as a generator or transmission line, fail. Load management 

efers to deliberate actions initiated by a utility to reduce peak demands or to improve system 

Iperating efficiency. 

Demand Response And Load Management. 

Staff recommends that APS conduct a study to identify the types of demand response and load 

nanagement programs that would be most beneficial to APS' system. In the study, APS should 

lemonstrate why certain programs are more beneficial than others, and it should also identify the 

xstomer segments that are most likely to respond to such programs. The study should rely on a cost- 

ienefit analysis based on the Societal Cost Test and should be filed with the Commission within eight 

nonths of a Commission decision in this matter. If APS needs more than eight months to complete 

ts study, Staff would not object to extending the deadline. 

In addition, APS should be required to file for Commission approval one or more cost 

:ffective demand response or load management programs that APS believes would be most beneficial 

o its system and its ratepayers. APS should file its proposed program concurrently with the study 

referred to above. 
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C. Rate Stabilization Fund 

The Commissioners asked the parties to address whether APS should establish a rate 

stabilization fund. Although a rate stabilization fund is a novel idea with potential benefits, Staff 

loes not support the adoption of such a mechanism for APS at this time. (Rowell Rate Stabilization 

Xesponse to Comm’rs., Ex. S-21). 

A rate stabilization fund would require up-front funding from ratepayers, thereby front- 

oading the necessary costs. Furthermore, given the size of recent actual and requested APS rate 

ncreases, any hypothetical rate stabilization fund would have had to have been very large (and thus 

Jery expensive) to achieve any meaningful rate impact. With respect to SRP’s rate stabilization fund, 

Staff notes that SW is a fundamentally different entity than APS; thus, policies that are appropriate 

br  SRP may not be appropriate for APS. 

D. Depreciation 

Staff concluded that the depreciation rates presented in APS witness White’s Attachments 

IEW-1 and REW-2 should be adopted for use in this case. (Smith Direct Test., Ex. S-18 at 34). 

rhese depreciation rates were developed in a manner that is consistent with the Commission’s rules 

!or depreciation rates. Id. at 35. These rates are also consistent with a “technical update” approach to 

he depreciation rates approved by the Commission in Decision No. 67744. Id. The net change in 

iercentage terms is fairly small, resulting in an increase of .06 percentage points for APS plant and a 

lecrease of .2 percentage points for plant that APS acquired from PWEC. Id. 

The Commission should require APS to clearly break out each of the new depreciation rates 

ietween 1) a service life rate and 2) a net salvage rate, similar to the rates shown in Appendix A to 

lecision No. 67744. By doing this, the depreciation expense related to including the estimated future 

:ost of removal can be tracked and accounted for by plant account. Finally, Staff also 

-ecommends that the Commission consider amending A.A.C. R14-2- 102, the Commission’s rule 

Id. 

iddressing depreciation, to allow alternative treatment for the cost of removal. Id. at 34. 
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E. Staff Engineering Report 

Staff conducted an engineering inspection to determine whether APS’ 2005 capital 

mprovements were used and useful and to evaluate APS’ plant for quality of service purposes. (J. 

lmith Direct Test., Ex. S-2 at 6-7). Staff concluded that the utility plant improvements constructed 

~y APS in 2005 were appropriate and necessary to maintain reliable, efficient, and cost effective 

ervice to its retail customers and the wholesale market. Id. Staff therefore concluded that all utility 

llant contained in APS’ rate application is “used and useful” in meeting customers’ needs. Id. 

LVIII. CONCLUSION 

For the reasons set forth above, Staff requests that the Commission adopt Staffs 

ecommendations in this matter. 

RESPECTFULLY SUBMITTED this g d a y  of January, 2007. 

1 

1 

Arizona Corporation Commission 
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Phoenix, Arizona 85007 
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